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SUBJECT: Exclusion/Mlitary Retirenment, Disability or O her Benefit Received From
Retirement From Arned Forces

SUMVARY

Under the Personal Incone Tax Law (PITL), this bill would exclude from California
gross incone any mlitary retirenment pay, mlitary disability pay, or any other
benefits received fromthe arned forces by a person retired fromthe arned
forces.

EFFECTI VE DATE

This bill would apply to taxable years beginning on or after January 1, 1999.

PROGRAM HI STORY

For taxabl e years begi nni ng Decenber 22, 1972, through January 1, 1986,
California | aw provi ded a taxpayer an annual $1,000 incone exclusion for salary,
wages, bonuses, allowances and ot her compensation received during active duty in
the Armed Forces of the United States or the State Mlitary Reserve. California
| aw al so provided a taxpayer an exclusion of up to $500 a nonth for any
compensation received during active duty in the National Guard in connection with
an emergency. Also, an incone exclusion applied to pensions or retirenent pay
received by an individual for his or her service in the Armed Forces of the
United States, the State MIlitary Reserve or the National Guard.

For taxable years beginning on or after January 1, 1987, and before

January 1, 1992, California |law provided a credit for taxpayers w th adjusted
gross income under $27,000 ($54,000 if both spouses qualified) equal to 4% of
compensation for certain mlitary income, subject to certain conditions. The
maxi mum al | owabl e credit limt was $40 per year and could not be carried over

SPECI FI C FI NDI NGS

Exi sting federal and state | aws provide that gross incone includes all income
from what ever source derived, including conpensation, business income, gains from
property, dividends, rents, interest, and royalties, unless it is specifically
exenpt .

Exi sting federal and state |aws provide that certain types of incone specifically
are excluded fromgross inconme, such as anounts received fromcertain death
benefits, gifts and inheritances, conpensation for injuries and sickness,
qgual i fi ed schol arshi ps, educational assistance prograns, and foster care
payment s.
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Under federal and state laws certain mlitary benefits are excludable from

i ncone. These benefits include: benefits paid by the Veterans Adm nistration
such as disability conpensati on, pensions, educational assistance, etc. In
addition, nmedical benefits, mlitary disability benefits, various trave

al | onances and others paid by the mlitary also may be exludable. D slocation
al | onances, tenporary |odging allowances and nove-in housi ng all owances provi ded
i n permanent change of station also are excludable fromincone. Conbat-zone
compensation also is excludable, to certain maxi nrum anounts.

Under current state and federal |aws, a nenber of the arnmed forces of any country
and the uniformed services of the United States may exclude from gross incone the
anounts received as pension, annuity or simlar allowance for personal injury or
sickness resulting fromactive service.

Under federal and state |laws, gross incone of a nonresident from sources wthin
this state does not include any retired or retainer pay of a nenber or forner
menber of a uniformed service conputed under certain federal law (title 10 of the
United States Code) that is received on or after January 1, 1996.

This bill would provide that gross incone shall not include military retirenent
pay, mlitary disability pay, or any other benefits received fromone of the
armed forces by a person retired fromthe arnmed forces may be excluded from gross
i ncone.

Pol i cy Consi derati ons

This bill would create differences between federal and California tax | aw,
t hereby increasing the conplexity of California tax return preparation

This bill would not provide a blanket exclusion of all inconme to mlitary
retirees and would not elimnate the filing requirement if mlitary retirees
receive other inconme subject to California tax, i.e. wages fromcivilian
enpl oyment, gains fromthe sale of an asset, rental incone, etc. |In such

cases, mlitary retirees would continue to be subject to California tax
al though their retirement pay would be excluded from gross i nconme when
determning their tax liability. Therefore, this bill effectively | owers
the rate of tax that would be applied to any other incone received by the
mlitary retiree

| npl emrent ati on Consi der ati ons

The follow ng inplenmentation concerns have been identified. Departmnent
staff is available to assist the author in resolving these and ot her
concerns that may ari se.

This bill would not define "any other benefits received fromone of the
arnmed forces." Additional clarification as to benefits the author intends
to exclude woul d assist the departnment. In some cases, a person may retire

fromthe mlitary, receive mlitary retirenment pay, and then work for the
armed forces as a civil servant, arguably qualifying for exclusion from
i ncome under this bill.
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According to the author's staff, the exclusion fromincone is intended to
apply to Survivor Benefit Plan (SBP) annuities paid to the surviving
beneficiaries of persons retired fromthe arned forces, as well as the

i ndi vi dual who served in the arnmed forces. As introduced, the exclusion is
limted to a person retired fromthe arnmed forces, and the bill would have
to be anended to acconplish the author’s intent.

This bill would be effective upon enactnment and woul d apply to taxable years
begi nning on or after January 1, 1999. Accordingly, the exclusion would
apply to incone already received.

Additional clarification as to the author’s intended definition for “arned
forces” would assist the departnment, since the bill currently could include
i ndi vidual s who served in the armed forces of another country, the
California National Guard or Coast Guard as well as the United States Arny,
Navy, Air Force and Mari nes.

This bill would not exclude from gross incone benefits provided as an
alternative to normal mlitary retirenent pay and benefits avail able after
20 years of active service, i.e. variable separation incentive (VSl) (a

series of annual paynents for a fixed period of years) and speci al
separation benefit (a |unp sum paynent at the time of separation). For
clarification purposes, the bill also should provide specific | anguage
describing any mlitary retirenment benefits that are intended to be excl uded
from i ncone.

The bill provides an exclusion for certain pay and any benefits received by
a person “retired fromthe armed forces.” The broad nature of benefits
eligible for exclusion raises questions regarding the neaning of the term
“retired fromthe arned forces,” which is not defined. Many benefits are
provided to former menbers of the uniformed service. [It’s unclear how the
term“retired” would apply to a former nenber of the arnmed forces.

Techni cal Consi der ati ons

This bill does not define “mlitary retirenment pay.” Under federal |aw
paynments to retired nenbers of the uniforned services include “retired pay”
(including disability retired pay) and “retai ner pay.”

This bill would exclude fromincome retirenment pay or any other benefits
paid to a person retired fromthe arnmed forces by the arned forces. Under

t he Revenue and Taxati on Code, "persons" can include partnerships,
fiduciaries, limted liability conpanies, corporations or individuals. The
author may wi sh to anend the bill to specify that its provisions would apply
to an individual

FI SCAL | MPACT

Depart nental Costs

Once the inplenentation considerations are resolved, this bill is not
expected to significantly inpact the departnent.
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Tax Revenue Esti mate

Based on data and assunptions discussed below, the follow ng revenue | osses
are projected to result fromthis proposal:

Esti mat ed Revenue | npact of AB 1365
As Introduced February 26, 1999
Assuned Effective From1/1/99 Wth Enactnent After 6/30/99
(In $M 11ions)

BOARD

Fi scal Years 1999/ 00 2000/ 01 2001/ 02
Revenue | npact (Rounded) (235) (200) (210)
This analysis assunes that the bill wll be anended to allow surviving to

qualify for the exclusion. Any possible changes in enploynent, persona
i ncome, or gross state product that mght result fromthis provision are not
taken into account.

Tax Revenue Di scussi on

Revenue |osses would depend on the anobunt of qualified mlitary paynents
received in any given year for which state incone taxes are paid.

According to available data fromthe Statistical Abstract of the United States
(1996), total qualified mlitary payments (U S.) were $26.4 billion in 1994,

This val ue was increased 5% annually for a 1999 projection of $33.7 billion
and for years thereafter. Fromthe sane source, the nunber of mlitary
retirees living in California is nearly 11%of the national total. This

percentage was used to project qualified mlitary inconme to California
residents ($3.7 billion for 1999).

This total anmount was reduced 15%to allow for
current | aw exclusions for certain veterans conpensation and
reci pients not incurring state inconme taxes.

A 6% average marginal tax rate was then applied to estimate the state revenue
| oss (on the order of $190 mllion for 1999).

The 1999/00 fiscal inpact reflects all 1999 | osses plus 25% of the year 2000
| osses to allow for reduced estimated tax paynents.

POSI T1 ON

Pendi ng.



